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the LEC Price Cap Order. A LEC that was not able to achi~ve

higher productivity growth than the Commission's standard would

need a LFA in each year to achieve the 10.25% lower adjustment

level, after the LFA was reversed each year. Thus, Bell

Atlantic inadvertently shows in this chart that if the

Commission did not allow add-back, it would impose a higher

productivity standard on underearning LECs than it adopted in

the LEC Price Cap Order.

Bell Atlantic includes different productivity changes

in chart 1-4 to produce the same underlying rates of return as

in chart 1-3, before add-back. By including arbitrary and

unjustified productivity changes from year to year, Bell

Atlantic makes it impossible to comp~re the results solely due

to add-back vs. not adding back. This chart also implies-a

higher productivity standard because, after add-back, the LFAs

in years 2, 3, 4, and 5 are lower than in year 1. Moreover,

Bell Atlantic's methodology makes it appear that the sharing

and LFA amounts are all attributable to year 1 when, in fact,

they reflect the cumulative effect of LFA amounts for each

year.

In charts 2-1 and 2-2, Bell Atlantic omits the

productivity changes, but it miscalculates the year 3, 4 and 5

revenues. Bell Atlantic reverses the year 2 LFA twice in year

3, which should show the same revenues as in year 2 plus half

the LFA amount for underearnings in year 2. These errors

affect the calculation of LFA amounts for all years after year

2. Chart 2-2, because of these errors, incorrectly shows that,

even with add-back, the LEe earns less than the 10.25\ minimum
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rate of return. However, as the Commission demonstrated in the

NPRM, add-bacK should allo~ an underearning LEe to earn up to,

but not more than, the lower adjustment amount of 10.25\ when

all other factors are held constant.

Ameritech disputes the Commission's observation that

the failure to include add-bacK creates a "see-saw" effect on

earnings by presenting charts that allegedly show that, without

add-back, the rate of return "stabilizes naturally. ,,10 The

flaw in Ameritech's reasoning is that the rate of return

"stabilizes" too high. Based on a 14.25\ rate of return, aLEC

should earn 13.25\ after sharing 50\ of revenues between 12.25\

and 14.25\. Ameritech's exhibit shows that, without add-back,

the LEC's rate of return stays well above 13.25\ in years 3

through 6. The rate of return "stabilizes" (that is, the

see-saw effect becomes less pronounced over time) only because

sharing is limited to 50\ of aLEC's overearnings. This was

shown in the graph attached to the NTCs' initial comments in

this docket. For a LEC earning below the lower adjustment

level, the "see-saw" effect continues at the same maqni tude

because the LFA is based on 100\ of the LEC's underearnings.

Ameritech also argues that add-back "pushes" aLEC

into the sharing zone in subsequent years even if it only

overearned in the first year. ll In Ameritech's example, a

LEC earns over 12.25 percent in the first year but not more

than 12.25\ in the second and subsequent years, without

10 Ameritech at p. 5 and Exhibit 1.

11 Ameritech at p. 6.



- 8 -

add-back. With add-back, Ameritech shows that the sharing

amount caused by year 1 throws the LEC into sharing for years 2

and 3. What Ameritech ignores is that the sharing obligation

in year 2 would be reversed in year 3. If the LEC earned

12.25\ in year 2 with sharing, but without add-back, it would

earn in excess of 12.25\ in year three after the sharing

reversal. Therefore, the see-saw effect would occur, and the

LEC would share the proper amount only every other year.

Add-back is the only way to properly calculate the LEC's

sharing obligation each year.

US West arques that add-back causes a LEC's calculated

rate of return to rise each year even when its underlying

operational results do not change. 12 However, its analysis

conveniently assumes that the LEC's API is 10\ below its PCI,

so that the LEC does not have to change its rates despite the

sharing adjustment to the PCI. Since sharing has no effect on

actual revenues in US West's example, it is impossible to

evaluate the effect of add-back. If the LEC's API were equal

to its PCI, its rate of return after add-back would be the same

each year. That is, if the LEe earned 14.25\ in the first

year, its normalized earnings would be 14.25\ in the second

year, after add-back of sharing revenues. This would produce

the same aharing amount in the third year. The LEC's

underlying rate of return would remain at 14.25\, and its

actual or booked rate of return would be 13.25\, after sharing,

each year after the base year. Thus, add-back does 'not inflate

12 US West at p. 8.
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either the LEC's underlying rate of return or its reported =a~e

of return -- it simply ensures that the rate of return for

purposes of computing a sharing obligation is not artificially

reduced by the amount of sharing from the previous year.

Finally, MCI objects that add-back (that is, removal)

of LFA revenues permanently excludes LFA revenues from a LEe's

rate of return calculations. 13 MCI notes that if LFA

revenues due to underearnings in year 1 are removed from the

rate of return calculation in year 2 through add-back, the

revenues for both years are below actual billed revenues.

However, this does not in any way undermine the earnings

backstop mechanism. In effect, LFA revenues under add-back in

year 2 are treated as having been "earned" in year 1. It only

appears that total billed revenues are not included in the rate

of return reports because the LEC does not retroactively change

its rate of return for year 1. If the revenues that were

removed from year 2 were included in year 1, the LEC's earnings

for both years would be at the lower adjustment mark of

10.25\. This shows that add-back allows the LEe to recover

underearnings in the previous year, and no more. The LFA

revenues must be removed from the rate of return report for

year 2 to properly calculate the LFA needed for year three to

maintain the 10.25' rate of return after reversal of the year 2

LFA. Without add-back, the LEe's rate of return would be below

10.25\ for the entire period.

13 Mer at pp. 8-9 and Table 1.



- 10 -

Thus, none of these analyses does anything to

undermine the Commission's demonstration of the need to

normalize earnings by adding back sharing and LFAs.

I I I. LOWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF
RETURN

MCI supports add-back of sharing amounts but not of

LFAs. MCI cannot have it both ways. Add-back performs the

same function whether it is applied to sharing or LFAs -- it

normalizes a LEC's rate of return for purposes of computing the

sharing obligation or LFA amount for the next period.

MCI complains that removal of LFA revenues excludes

revenues actually billed to customers. 1' Add-back of sharing

could be criticized on the same basis, because it includes

revenues that were not billed to customers during the current

reporting period. In both cases, add-back simply removes the

effect of additional revenues (in the case of an LFA), or of

revenues that were not collected (in the case of sharing) in

the current period due to events that occurred during the prior

period.

Mel maintains that, under the previous rate of return

regulation, the Commission never allowed the LECs to exclude

revenues for purposes of computing their earnings. IS This is

incorrect. Under the rule that the LECs must report "earned"

revenues during a reporting period, the LECs have always

l'
15

MCl at p. 6.

MCr at p. 11.
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excluded revenues from backbilling (revenues collected in the

current period for services that were provided in a previous

period) from their reported earnings under both the rate of

return and price cap systems. LFAs are similar to backbilling

because they are "earned" in the previous period when the LEC

underearned, and because they do not reflect the revenues that

the LEC would otherwise have collected during the reporting

period.

Mcr also argues that the LECs never normalized rate

increases under the rate of return rUle,16 This is true only

because there were no out-of-period rate increases under the

previous automatic refund rule, which had no mechanism for

correcting underearnings in a previo~s period. Had the

automatic refund rule included a mechanism for rate increases

due to earnings in previous periods, the LECs would have been

required to report "earned" revenues by excluding those

revenues from the period in which they were received. This is

similar to the treatment of refunds. Whether refunds are made

through credits paid directly to specific customers or through

prospective rate reductions, the LECs must normalize their

revenues in the same manner by adding-back the refunds to their

16 Id. Mel points out that the LECs did not normalize rate
increases due to midcourse correction. under the rate of
return regime. However, midcourse corrections were not
out of period events. Those rate increase. occurred
during the reporting period to re-tarqet e.rnirtq. to the
authorized rate of return during the remainder of the
reporting period. Because they were not de.igned to
recover underearnings that occurred durinq previous
reporting periods, there was no need to normalize the
revenues from those rate charges.
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rate of return reports. For the same reasons, it is irrelevant

whether a LEC receives out of period revenues in the form of

backbilling or an LFA rate increase -- the LEC must still

exclude those revenues from its earnings to report earned

revenues for the current reporting period.

MCI also criticizes add-back when applied to LFA

because it "guarantees" that a LEC will earn at the lower

adjustment mark of 10.25\.17 MCI argues that the Commission

did not establish 10.25\ as the minimum rate of return for

price cap LEcs. 1S It notes that under the previous rate of

return regime, the LECs were required to refund overearnings

but were not allowed to raise prices for underearnings. This

is true, and it is also why the automatic refund mechanism was

overturned in AT&T v. FCC. 19 The court found that a system

that automatically refunded overearnings but provided no relief

for underearnings would, over time, drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay in businesl. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17

18

19

Mcr at pp. 12-14. MCr does not object to the fact that
add-back "guarantees" that a LEC in the sharing mode will
not earn more than the maximum of 14.25'. While MCI's
self-interest in policies that will reduce rates is
understandable. the Commission must adopt a co~sistent
approach to add-back for both sharing and LFAs.

MCI at pp. 10-12.

American Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. Cir
1988) .
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along with a mechanism -- the LFA -- to provide relief for a

carrier that earned below the lower limit.

The Commission adopted the lower adjustment mark based

on its unequivocal finding that a LEC earning less than 10.25%

over an extended period of time would be unable to maintain

service. 20 By setting the lower limit 100 basis points below

the authorized rate of return of 11.25\, the Commission gave

underearning LECs an incentive to improve their productivity,

without setting the lower limit so low as to endanger their

ability to remain in business. 21 MCI's issue is not with the

NPRM, which does nothing more than ensure that the LFA is

properly computed to bring earnings up to 10.25\, but with the

price cap system that the Commission adopted in 1990. These

arguments are irrelevant to the NPRM, and MCl should reserve

them for the Commission's upcoming review of the price cap

system.

The NPRM demonstrates that if LFA revenues are not

removed, an underearning LEC may earn at 10.25\ in some years,

but that the "see-saw" effect would ensure that the LEC would

underearn over an extended period. Thus, a failure to exclude

20

21

See LlC Price Cap Order at para. 148.

LEC Price Cap Order at paras. 164-65. Thus, Bell Atlantic
misses the point when it quotes the LEC Price Cap Order to
arque that the Commission rejected the notion that the
price cap system should quarante. the LECs that they will
achieve earnings at the full rate of return. II! Sell
Atlantic at p. 3. The "full" level of the prescribed rate
of return is 11.25\. The backstop mechanism that the
Commission adopted only increases LEC earnings up to
10.25\, in order to retain an incentive for increased
efficiency.
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LFA revenues would clearly be inconsistent with the

Commission's price cap backstop mechanism for low earnings.

IV. SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
JUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds

that the Commission is attempting to turn the price cap sharing

mechanism into a rate of return refund mechanism. 22 They

argue that refunds are backward-looking attempt~ to correct

past overearnings, while the price cap backstop mechanism is a

forward-looking effort to re-target earnings. 23 Some even

argue that add-back is prohibited because it constitutes

retroactive ratemaking. 24 These arguments miss the pOint.

Regardless of whether sharing is a refund mechanism or not,

normalization of a LEC's rate of return is necessary to

properly implement the policies that the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LFAs are

quite clear. Sharing and LFA amounts are calculated based ~n

22

23

24

See, ~' GTE at p. 5.

Se., ~' MCI at pp. 18-19.

See, ~' GTE at p. 5; Ameritech at pp. 2-3. Ameritech
misquote. the Commission's Price Cap Reconsid.ration Order
by making it appear that the commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism."
Ameritech at p. 3. The language it quotes is a summary of
the comments of BellSouth in that proceeding, and it is
not a finding by the Commission. II! Policy and Rules
Concerning Rates for Dominant Carriers, CC Docket No.
87-313, Order on Reconsideration, FCC 91-115, released
April 17, 1991, p. 50 n.148.
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the base year, ~, past period, rate of return. The sharing

and LFA adjustments that are calculated in this manner are made

to the future period rates as a one-time adjustment. Thus,

these adjustments are nQ1 designed to target future rates to a

particular rate of return; they are always calculated with

regard to past period earnings. It is too late in the game for

a party to oppose this process or to characterize it as

retroactive ratemaking, since the period for petitions for

reconsideration of the price cap policies has long passed. The

only issue at this point is whether add-back is necessary to

carry out those policies. The NPRM clearly demonstrates that

it is. Without add-back, a LEe's rate of return does not

reflect its underlying financial re~ults, and it is impossible

to enforce the earnings limitations of 10.25\ on the low end

and 14.25\ on the high end.

V. THE NPRM CLARIFIES. RATHER THAN MODIFIES. THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization

of the NPRM as a clarification of the requirements of the price

cap rules. rather than as a rule change, and it argues that the

Commission cannot apply a rule change retroactively.25

25 See. ~. SellSouth at pp. 3-9. ~ also AT&T at p. 6.
BellSouth also cites the NPRM for the proposition that
ratepayers would be harmed by retroactive application of
add-back becau~e it would increase rates by '20 million.
BellSouth at p. 8. This is incorrect. SellSottth cites
the Commission's calculations of the 1992 sharing and LFA
amounts. which do not represent the impact of add-back on
1993 sharing levels. which are affected by the LEes'
underlying 1993 rates of return. The NTCs calculate that
add-back would reduce nationwide acee•• rat•• by over $20
million if applied to 1993 rates.
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BellSouth rests its case entirely on the technicalities of the

Form 492A report, and it does not refute the Commission's

findings that (1) the existing rules place the burden on the

LECs to calculate sharing amounts in accordance with the

Commission's sharing mechanism; and (2) the only way to

properly calculate a LEC's sharing obligation is to add back

the effects of sharing or LFAs for previous periods. Nor does

BellSouth dispute the fact that the Commission retained the

Form 492 requirement that LECs report earned (i.e., normalized)

revenues. These requirements, which predate the NPRM,

effectively refute BellSouth's argument that the NPRM proposes

a retroactive rule change. Clearly, the NPRM merely clarifies

the requirements of the Commission's. price cap rules, and the

principles described in the NPRM apply with full force t~ the

issues in the pending investigation of the 1993 Annual Access

Tariffs.

BellSouth is wrong in its analysis of how the revised

Form 492 requires the LECs to report their rates of return.

BellSouth notes that the previous Form 492 report contained a

line 6 to itemize refunds in the base period, and that it

required the LEe to subtract this amount from the operating

income OD line 3 to produce a "net return" on line 7. In the

revised Porm 492A, the Commission retained a line for

FCC-ordered refunds (line 7) and it added a line for sharing

and LFA amounts (line 6), but it did not retain a final line

that would have required the LECs to add-back the sharinq/LFA

amount or the FCC-ordered refund amount to produce a "net
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return" similar to the previous line 7. 26 According to

BellSouth, this "makes it clear that 'add-back' forms no part

of the rate of return calculations under the LEC price cap

orders or rules. ,,27 This argument proves too much. If the

absence of a final line requiring the LECs to add-back

sharing/LFA amounts on line 6 were dispositive, then the same

would be true of the FCC-ordered refunds on line 7. Yet, even

Ameritech admits that the LECs must normalize their revenues on

line 1 by adding-back the FCC-ordered refunds on'line 7. 28

Thus, the fact that these items are broken out on lines 6 and 7

does not mean that the Commission changed its rules on

out-of-period adjustments. To the extent that sharing/LFA

amounts, FCC-ordered refunds, backbi~lings, and credits for

overbillings are calculated and applied with reference to past

periods, the effect of these items must be excluded from

"booked" revenues to show "earned" revenues on line 1. The

fact that the Commission modified the Form 492 to eliminate

separate calculations of the effect of refunds does not mean

that the Commission amended its normalization rule sub silentio.

Thus, the rule has always been that the LEes must

normalize their revenues for all out-of-period events,

including aharinq/LFA revenues. In addition, normalization

throuqh add-back is implicit in the rules on the backstop

26

27

28

See BellSouth at pp. 5-6.

Id.

See Ameritech at p. 3.



- 18 -

sharing and LFA mechanism. No commenter has provided any

evidence to the contrary.

VI. THE NYNEX TELEPHONE COMPANIES AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FOR THE LECs TO BECOME MORE
EFFICIENT BY ELIMINATING SHARING IN ITS REVIEW OF THE
PRICE CAP RULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

their potential earnings. 29 We agree. However,. that is

because add-back enforces the 14.25\ upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the LECs to take risks when

investing in the domestic network infrastructure because their

potential gains are limited. The price cap system already

protects ratepayers through the caps on price increases. There

is no need to engraft further "protections" by placinq an

inflexible ceilinq on the earninqs that the LECs can achieve py

investing in the telecommunications network.

The way to encouraqe innovation and risk-takinq is not

to re-interpret the Commission's existinq rules on the backstop

mechanism by decidinq that normalization never existed.

Rather, the Commission should amend its price cap rules to

eliminate sharing, which makes the issue of how to calculate

rates of return moot. For this reason, the NTC. support the

commenters that urge the Commission to eliminate sharinq in the

upcominq review of the price cap rules. 30

29

30

See, ~, Pacific Companies at pp. 2-4; USTA at pp. 2-5.

See id.
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VII. CONCLUSION

For the foregoing reasons, the Commission should adopt

its proposed rule to clarify that the LEes should add-back the

effects of sharing and LFAs in calculating their rates of

return for the backstop earnings mechanism.

Respectfully submitted,

New York Telephone Company
and

New England Telephone and
Telegraph Company

~:JgtJ~
d artf R. Wholl

Joseph Di Bella

120 Bloomingdale Road
White Plains, NY 10605
914/644-5637

Their Attorneys

Dated: September 1, 1993
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By the Commission:

I. INTRODt.'CTIOH AND 5t1MMA.RY
l. Under the Commission's price ClP plan. I local ex

chanp carrier's (LEeS) intentate rile of return in one
year can be the basIS for IdjUSlmenu to thaI Clrrier's price
cap inuexes in the followin, year. This rill of return
"bac:k.st"p" is inlended to lIilor tbe plan to the circum
~lInc:a of indjvuhw LECs. while murine that customers
share in productivity pins. In order to preserve the effi
cIency incentives of price caps. rhis Idjust"'.," to the
Indexes applies only to rhe next ,ar's aU.,.,... races. Ind
only if the LEC's rite of rerum falls outside a broId rep
around the ralt of murn used to beltn LEe price caps.
11.1S percent. The LEC ..nerally bqins to share half of its
earninp with customers be,innin, It I 1:~ percent rare
of return: all arnlnp above 16.:5 percent Ire returned to
customers lhroulh this adjumtnt. Similarly. at the low
end. if the LEC's arninp fall below 10.25 percenl, In
upward aOJuStmenl In tM price cap indues is permittC in

'lhe folto.wlne year.
1. LEC prlce Clp rat. lOOk tfIIa on Ju...." 1. 1991.

and lhe finl apphC&tion of lIlii shlri... Ind lower Idjua
ment mechlnLSm occur...... die Innual 1992 accas tariff
fillnp. whICh were filed ift April lOIn and took effect on
JI.lly L. 1qq:!. LECs with rares of return abo"e 1:.l5 percant
durinc IQqI lowered thelt pric. C&p indexes by I rolll of
$76.8 million to share arninp. LECs with rates of return
t1clow IO.:S percent Increased their indeus b, I t01l1 of
S%.o mllhon .

I Amendment of Pan 65. Intentate Rale of Return Prnctip
lion: PTOCdum and ~ethodoloain to Establisft ReJlOnina Re
quiremenu. CC Docket No.•I!7. I FCC Reel ·~2. I,J~-~

\1-1.
- Id. 1\ QfljI.Q&1. APJ'Cndill C.

1

] In lhe annu.al !Q0 3 access tarIff filinfS. an lssue ~b

amen as .0 how such sharIng and lower en~ aUJustmenrs co
the price cap indexes should be reflected In Inc rate or
return used to determIne shann. and lower formula auJUSt
menu in the follOWing year. Some prIce l:ap LEC) ha\'e
proposed lhat lhe rIte of return used to com pUle thl:i years
backstop' adjuslmentS should Include lhe effects or lasl
yar's backstop ~diustmenl. This approach wOl.lld reuuce
sharine amOuntS Ibis year tor L.ECs who were sl.lb,ect to
shannc last year. Howeyer .. unaer rate of relur.n regulation
we have requirea L.ECs 10 "add-blck" an adJuslment tor
rate of return-based refunds from ptlor penods. .. Add
back." woula a150 Increase lhe lower end adjuslmenl. and
lhus permit hlCher rales. for LECs who received lhal ad
Justment Iut yar.

4. Our review of the LEC price cap plln. and the rules
and orden implementing it. indicates 10 us lhlt the
amounu of the backstop adjustmenlS should probably not
be included when computing the rates of return usee to
determine sharin. and loWer end adjustmentS in lhe tol
lowin, year. As we discuss below. we believe thal "add
back" is more consistent with the price cap plan as it was
adopled. However. we recopize that this issue was neither
expressly discussed in the LEC price C&P orden nor clearly
addressed in our Rules. "Add-back" abo poses implementa
lion issues that it may be usefW to air .Nt resolve now lhlt
lhe first wiffs railiftl ttlis. isIue .re before lIS. Accordinely.
we Ire allbiishln, this docket to seek comment on lhe
lenlltive conclusion discussed below. and on pro~ rule
chlnps, to incorporate "a&1d-bac:k" clearly into the LEC
price cap rules.

D. DISCt.'SSJON

A. Add-leek I. Itatt or Ret............
S. Under rlre of return r.iarion. LECs refund

overarninp above the prescribed muimum ·,lIow.ble rate
of retUrn, whecher throulft direct pI!'Mnes 10 customers.
rate reductions in • su~uent tlriff tiline period. or u.m
aps aWlrd«! ...... complaines. Because the rare of return
prescription .pplle to a u:.C's performance and rales
wuhin a specific monilorinl penod. we ha'le required
u:.Cs to treat refund paymenrs u adjUStments to the perIod
in whicb the ovtnltninp occurnd. rather than to lhe
period in whicb tbe refund &Ii paid.' .

6. This apPf'OllCh is implemented by includine 'a line
item on the rare of return monnorinl report. Form ~Q2.

which displays the .mount of refuM ~lattd with prior
enforcement period.s.~ The refunds are then "added back"
inro the tocal renarns l.lsed to comfute the rate of return
for the currem ent'on:ernenl perioc.l. The net rate of return
aher add-hack is lhen used lO determine compliance wllh
the prescribed rate of return ~urinc lhe new enforcement
period. Ind to compucc tbe amount of any refund Ilbhp
lion}

J Section &S.flllO of the Commission', Rules. ~7 C.F .R. Section
b5.tIl\>.
~ Sections b5.1()().()) of lft' Commission', Rllin.•7 C.FR.
Section b5.71X).4)).
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8. The Rate of Return Back.stop in the U:C Price Cap
Plan

i. A pure prlce cap plan seeks 10 establish reasonable
rates by capping prtces ralher Ihan profitS. For example. In
our AT&T prtce cap plan maxImum prlces are limiled b~ a
formula Ihat adjusls Ihe, prtce cap indexes I PCls) annually
based on Inflation and a productivllY [argel. nOI Ihe car
ners ollln COStS. S The Commission 1II1S concerned. hOIll
e'Ift'. u:w a pure pnce cap plan mllht produce llnintenaea.
r.sWG as apphed. to Ihe maa, indiYiliuaJ LEes anct tileir
vary1n, openuona! ana economic circumStances.' For Ihis
reason. tb& Commiwon lt1Clw1a1 a rate of return·based
backslop mechanIsm in the LEe price cap !7W1. The plan
retaInS producuvlIY incentives b! IUowinl l..EC dnunp to
vary lIIithin a lIIide range around the Initw U.:.5 percent
rale of return. OutSide Ihat range. [he sharinl anet 10lller
formula adjwtment apply to aajust Ihe price cap Index.-

8. We antiCIpated that the backstop would operate in
much the same lIIay as rale of return enforcement for LECs
slill sUbject to rile of return reculluon. IQles of relurn
would continue to be calculated and reponed in essentially
the same mlnner." Where lIIe found IIUI chances in Ihe
applicalion of Ihe rale of return were appropriate. lIIe
specifically adopted them. These chanps included the
lIIider ranp of earninp. Ihe excl\£Sion of the LEC price
cap earninp thresholds from the rale of relurn
represcriplion process. Ind the deletion from earninp re·
pons of information not needed uDdar the price cap puan."

q We adopted' the sharin, Ind tower •• adjuslment
mechanisms both as rules and prescriptiOns. similar to the
prescrtptlon applied to' rate of return carriers. Ul We .lso
made clear tlUl we expected the mecnanisms to enforce lhe
earnings limits lIIe had adopted. in order 10 assure lhat
rales would remaIn within a ranp of reasonableness. aNt
Ihal parlicular LECs could not retain unwually hi,h earn·
Ings lhal were nOl necessarily tied 10 increases in pro
ductivllY· Secuon 61.~S(d)(21 requires lhal price cap LECs
"shall make such lemporary exopnow COSt chanps as
may be necessary to redw:c PcIs to live full effecl to any
shartng of base period earninp required by lhe shannl
mechanism ...." Ste auo Section bl.04SCdlll)(vii).

C. The Add·8ack Issue for die Price Cap B8elutop
10. Our initial rniew of lhe record does not inlJicate

[hat any commenlers In the LEC Price Cap rutemakina or
In [he subsequenl reconslderalion proceedin, discussecl the
uetalls of rate of relurn calculations. or requesteG lhat we
etlm.nale add·back from the rate of retWIL eatc:ulations of
[he LEC price cap pl.n. In discussinr and adopllnl
changes In rate of return moftitOrin, an4 reponina. lIIe also
did not indicate thaI the add...k provisions in Form ~q1.

whIch IS used 10 repon raurns. were to be ch.npd.

5 Report and QrG.:r ;and Sacand Funh.r Notice or Propowd
RUlem~kin". J FCC R'd UtiJ. M1-JJ (para. 1Il0-11-l) (IIIHII)
(AT&T Pnu CIZP OrMr/: Err=wn. .4 FCC Red J37Q "~").
• Polic:y ;and Rules Coneerrunl R~tes ror Dominant Curren.
CC DOCket So. 117,313. StCGftd Repon ~nd Ord,r S FCC Rc:d
~1HO. Mill (1l,!Ql11 (LEC Pnr:, C"p Order). .

Far _LEC) ",ho elect 3 prOdueli~i!Y r~tOr or J.~ perc:enl
dUrln& the tariff ye~r. Ihe SO percent S!l4rtnl Obliption beilns
for l'atl!'r Or nfurn 3~e l2~ percent:' 3nd 100 percenl sharinl
Mllns at lO.~ percent. For LECs ...ho .lect Ine more 'hallenl
Inl .1..1 pel"C'enl prOduetlvlly rXtor. SO percent shaTtnl belins for
r:ues of return 3bove lJ.2~ percent. 3nd 100 percent sltarlnl

~ l We have also examInee tne effects ui aue·"Jo. 3nc
belIeve [hal It conllnues 10 be an aopruprJJle anu ,noee..:
probabl:-- necessary componem ot [he oacK,stop F:m. as .... t:..

ulscussed In [he LEC PrlCl! CilP Oratr, the prtce cao olan,"
Inlenued to creale lftl:enll\'es for productlvl[\ :/:ro .... rn
Changes In rate of retutn eacn year are used as a ~easure

of producuvllY grOlllth relative to the price cap larget. The
amounlS of sharing or lOlller formula adJuslmen[ Imple
menled In one year. t'lowevu. rewe to proaucllVllY perror
:nance tn a pnor year Thus. IlnleSS add-back occurs. tne
relauonship De[1lleen rate of return and producu\'ll\" ~wtn
becomes tliW14n. . ..

. ~z. 5econc:t. wifhour add-back. inlficlal slIIlngs In earn
Ings can occur. As lhe example In Appendix A dluslrales.
Ihe use of unadjusted rates of return for hackstop calcula
[Ions creale a "see-salll" eftect on earnings. even If [he
carriers operational performance was Ihe ~me each vear.
This can occur because the unadjwted rate of relurn eftec
lively double-countS the amount of the backslop adjust
ment. once in the base ~ear and then again In [he larlff
year.

L3. Third and most. important. add-back appears neces
sary 10 the rate of return thresholds applied to determtne
price cap LECs' snarln, obliptions and lower adJuslment
rllht are those lIIe intended. The price cap plan liVes the
LECs subs~ntial flexibilily in lheir fates and earnIngs. to
encolltap creater efficiency .. HOlllever. for the LEes the
CommiSSion established limits un this flexibility and a
ranp of reasonabteness for .LEe earnlnp, WithOUt add·
back. t~e double-countinc of hackstop adjustments could
effectiVely pumit carftUap ouuide tbe ranp of reasonable-
ness we deslpllted. LECs woul&1 share less of their earnlnp a
as they approach or exceed lhe hiah end of the ranp. and.
1II0uid receive smaller adj\£Stmenu wheft they feU bciolll lhe
low end of the ranp. In both cases. the effec1i-ve rate of
return over time could fall outside Ihe ra. of relurns we
judpd to be reasonable. IQtes of return 1II0uid nOI be
limited to the l6.2S percent maxImum we eStablished for
LECs electinl a 3.3 percent prouuctivllY faclor. nor would
earnlnp belolll 10.25 percenl be adjusled uplllard to 10.15
percent. This effect is illustrated in the examples in Appen-
dix A. The examples also sholll that thiS discrepancy could
be quite si,nificanl. In the currenl annual access tariff
filinp. use of the unadjusted rate of return for compuunl
this year's hackstop ILLjUilmentS 1II0uid permit rates of re-
lurn lhal would be on Iverap 0.1 percent hlaher at ttle
upper end. and O.S percent lower at the 10111 end than the
adjURed rate of return. For individual LECs. lhe effect IS

often Ireater still. as much. a:; :!.O percenl above and 0 Q

percent belolll the rate of return caJ<;ulaled IIIlthOUl the
adJuslmenr. II The ~d-b.ck adjustment ~orrects these ue
\,ilatlons and sets the backstop rate of return limits ar the
levels lIIe selected in lhe LEC P,rct Cap 0,*'

be,ins al 17.Z5 perc.nt. The lower formula adjustmenl remains
31 10.lS perc,nl In bollt e»n. LEC P,.,,, C"p Order. S FCC Rc4
~I b7R7-AA tparlaS. 7-1ll).
- LEC Prlct C"p Order, S FCC Red 31 bRJ2 (par3. 3~J)
" LEC p,.,ct C"p Order, S FCC Red 3t bl427-~ (p~r35. 331·14).
In LE(' Pm:, Ctlp Ord" 3t MJfllp:lru. .4l13··I~I.

II For eumple. In In. 3nnu;a1 1l,Jq2 3c:c:eu tariff filin,,-
Amemecn alc:ul'\leQ a 1Mrinl obliplion of SIIU million and --
reduced its rates on July 1. IQQ2 10 rtlurn th31 amounl 10 ...

r:lIepayen. Thus. Amerited\", rev.nues ...ere 3boul SQ I million
lo....er in IQQ2 thai thev ...ould h;ave been ... ilhoUI ~harlnll duro
Inl Ihe 5et:ond h3lf 01 tne ye:ar. Ameruech reported III r~tc of

•
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1" By reducinJ the ranae of earnln~ permitted under
the baclc.stop. however. acU1-back does reduce the effiCiency
Incentives. ~oreover. to the extent that [he sharing and
lower end adjustments under price caps are not refunds. l[

might be arluet1 that the rate of return methodology u)ed
[0 define sharing Obliplions ant1 lower formula adjust
ments shoult1 be based upon the returns achieved under
[he rates actually charsed during [he base year.

tS. Based upon our review of this issue. we [lintanvely
conclude that the add-back ac1justment sh$uld conunue to
be pan of [he rate of return calculations of LECs subJect [0
pm:e caps. preceding [heir calculatiOns for pu.rposes of the
baclc.stop shartng and lower formula adjustments. We pro
pose speCific rule languaae in Appendix B to implement
[hiS tentallVe conclUSion. W. also request comments on
thiS tentallve conclusion and other mechanisms to deal
wnh the ISSUes we have t1is4:ussed.

D. Credit (or leaowoCap a-
16. Use of add-bKk woukl present at lusl one fun her

issue: whether a LEC that has set its rates helow the price
cap indexes. t1urinl the b.. year should receive credit for
the amount between ill PCI aD4 ill API. or lCtual prices.
In calculatina its Sharin, amounts. In a sense. the LEC hIS
already paMd throqh some rale reduC:lions by pricinl
below the cap. AUowin, creGit for below<ap rates would
enc:ourqe canlen to char.. lower. below-<ap rallS. Con
venely. if the LEC"s low earninp in one ,.,. are in pan
the result of its own decision to !let ralll below the Clp. the
rationale for allowin, an upward adjustment in the cap the
next year would seem to be less persuasive. Moreover. w.
established the alternative ~.3 percent produc:tivity factor as

) an option for lECs whO are willing to make latpr up
front rate cuts in exchanae for reduced sharinl require
ments. We did not Specify other adjuscmenES to shari"1
obliptions. an\! declined to adopt a plan thaI would have
alltomallcatly red,uc:ed sharing buecl upon the aclual rates
sel by the LEC. I

- We requ. comment on whether lECs
should be lIven credit for belOw-eap railS in lbe price cap
naclUtOp mec:hanlsm and how sucb a c:rldu would be
calculated.

III. PROCEDlI1tAL MATrEJtS
11 RtlU.JQIO'~ F~.nb&lil.'1 ACl. We certify lhal the Repla.

tory FleXibility Act of 1Q80 does 'not apply CO this rule
makin, procetdin, because if the proposed rule amenu
ments are promulpled. there will not be a si,nificant
economiC Impact on a subRanriaJ number of small bUlilness
entll1es. u I1tfined by SIcUon f»01I3) of Ihe Re,ulatory
FleXibility Ac:t. Local exc"'" carriers sUbjecl 10 price cap
relulallon. who would III IftIKIId by the proposed rule
amendments. generaUy a,. .... corporations or affiliates
of such corporanons. The Secrerary shall send a copy of
this ~otlc:e of Proposed R.u. Makina. inc:ludinl the c:er'

relum for lqq~ :n IZ.7Q percent witbovt add-blelL. ~I\ add·.1I.
~jllStmenl of Sq. I million. aloftl witb the federal income WI
effect. would ra,M ~meritec:h's rale of return to 12.QO perc.nt.
This 11.2 percent dinereftce In rare of relum WOlllG pncrare ..n
~dlllon..1 SJ millioft In shariftl Obliption ll11rinl the ICC8II
year beJinftinlOn Jvly I. '"3.

Convene\y. Con,el of tbe Sou,h. which had a.low end
~iustment in Il,lQl of U million. reponed .. r:n. of
return before add·baCk of 11.&3 percent in IQ02. With

3

nficallon. to the Chief C\lunsel for Ad\ocac ... of the Sma::
BUSIness AdmlnlStratlon 1ft ac:cordanee ~'Hh paragraon
65031al of Ihe Regulatory Flexlblilry ACt PUb L '0
q()-3S~. q.. Stat. llbo". 5 L.SC. Sectlon 60l tl uq (~Q8ll

18. Commt1l1 Dalts: Pursuant 10 applicable procedures
set forth in SectiOns l.J IS and I.J 1q of Ihe Cummlsslon ,
Rules. J7 C.F.R. Sections l..+lS and l..+lq. Interested par
lies may file comments on or before Au,USl 1. 1993 and
reply comments on or before September 1. 1993 To file
formally In nus proceeding. ~·ou must rile an on~nai and
four copies of all commentS. repl~ comments. and ,uppon
ing commentS. [f you want each CommiSSioner ro receIve a
personal copy of your comments. you "hould file an ong\
nal piUS nine COpies. You should send comments and repl~

comments to Office of Ihe Secretarv. Federal Communu;a
tlons Commission. Washlniton. D.C. :055... Comments
and reply comments will be available for pUblic InspeCtion
during regular business hours in the FCC Reference Cen
ter. Room :30. 1919 M Street. N.W .. Washington. D.C.
:0554.

19. £.z Pane RlilUs - .'ion-ResulcII4 ProCttdmg. ThiS is a
non-restricted notice and c:ommenc rulemaking proceeoing.
£.z fJ4'1I presenlilions are permitted. except (juring the
Su.nshine Acenda period. provided they are IJtsctOset1 as
provided in Commission Rules. Set Itltmlll.v ..7 C.F.R.
Sections 1.1:02. U103. and 1.11064a).

For further information on thili proceechnl contac:t Dan
Grosh. Tariff Division. (101) 632-0387.

FEDERAL COMMUNICA110NS COMMISSION

William F. Caton
Acting Secretary

add-blelL. it' adj~ IW2 r:ne of mvm would be ~.l~

perctlll. Ute of tn. adjust. rat. of. retllrn In Ih. 10'" end
~justm.nt wovld permit an additional SI million In 10'"
.1Ui adjuttmenl for C.tel in lhe fonhcomin, XCN ~tar

II LEC'rIa C." O'*". 5 FCC Red at ""03 (paras. l314·)111 I
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APPE:"IDIX A

0 Cons icier the company whose earninq. are as shown below,
which makes its refund. throuqh a refund check each
Oecember 31

Year 1 'tear 2 Year J Year 4

Revenue. 2,425 2,425 2,425 2.,425
Expense. 1,000 1,000 1,000 1,000
Rate Ba.e 10,000 10,000 10,000 10,000
ROR 14.25 14.25 14.25 14.25
Refund 100 100 100 100
ROR with

Retund 13.25 13.25 13.25 1J.25

o Contrast this with the ettect on this .... company with
a sharing plan to imple.ent the retund., but without an
add-back

Revenuaa
Expense.
Rat. a•••
Roa
Sh&r~
to btl re
turned in
next year

Year 1

2,. 42.5,
1,000

10,000
14.2.5

100

2~12.5.

1,000'
10, ooa"'

13.15'

50

Y.ar 3

2.~175.

1,000
~o,aaa'

13.75

15

Y.ar""

%,.xs'a
1,000

10,000
13.50

62.50

- Thi. company .hare. 1... and reports a ditterent
rate ot return each y.ar, ev.n though it. underly
ing co.t. did not chanq.

o Contrast this re.ult with the ef~ec:t ot including the
add-back

Thu. the co.pany which include. the add-bacJc in it. rate
ot return computation ha. the .... r.te ot r.turn and
return. the ......ount ot .oney to r.e.payer••• the
company which aak•• it. retund by a ch.ck.

o

Revenu••
Expens••
Rate ....
ROR
Add-back
ROR with

Add-back
Sharing

Year 1

2,425
1,000

10,000
14.25

o

14.25
100

Year 2

2,325
1,000

10,000
13.25

100

14.25
100

Year 3

2,325
1,000

10,000
13.25

100

14.~

100

Year 4

2,325
1,000

10,000
13.25

100

14.25
100

•
4
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o Con.i~.r the company who•• earnin;s are as shown below,
which receives i ~s low-ena adjustment throuqh a check
each O.ceJlDer 31

Ifear 1 Year 2 Y.ar 3 Year ..

1,925
1,000

10,000
9.25

100

Revenue.
Expense.
Rate 8ase
ROR
LowEnd Adj
ROR with

Adj 10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000- _
9.25

100

10.25

o Contrast this with the effect on thia .... coapany with
an eXQgenou. adjua~.nt to iJlpl...nt the low .nd adjuat..
=-nta, but vithout an add-back

Year 1 Year 2 Year 3

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

a

2,025
1,000

10,000
10.25

100

1,9%5
1,000

10,000
9.25

Revenue.
E~
Rate ....
ROa
Low Encl Adj
to be re
qained in
next year

Thi. cc.pany receiv.. le.. low end adjuatment
and repo~a a ditterent rate of return each year,
even thauqA ita undarlyinq caata'did nat chanqe

o Contra.t thia rault vith ~ effect of includinc; the
add-baa

Year 1 Year 2 Year 3 Year 4

Revenue.
Expense.
Rate ....
ROa
Add-back
Roa vitA

Add-back
LowEnd Adj

1,925
1,000

10,000
9.25

a

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25

-1.00

9.25
100

o Thu. the co.pany vhich include. the acld-back 1n ita rate
ot return caaputation baa the .... rate of r.turn and
rec.iv•• the ......aunt of .aney aa the c~ny which
rec.iv•• its lov enCS·adjua1:aant in a check•

.
I. __

',. '-'C"'''' ~ Cl'" - .'
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.\PPE~'DIX B

Proposed Rule Section

Pan 61 of Title .n of the Co4c of FederaJ Regulauons IS

~",posed to be amended as follows: 1. The authomy
citauon for Pan 01 continues to read as follows:

Al.-tIlOR!TY: Sec. 4. 48 Stat. 1066. u amended: 47
C.s.C. 154. lnte".... appt,see. 203. 41 Slat. 10'70: 41
C.s.C.203.

:;. Section 61.3(el is revised b! adding the following
bracketed language: Section 6l.J Definitions

leI Base Period. The 11 month penod ending SIX

months prior to the effective date of annual price cap
tariffs.. [Base year or base period earninp shall nOt in·
elUde amounts associated with exopnous adjustments to
the Pct for the shanng or lower formula adjustment
mechanisms. I

6


